CITY OF LINCOLN

POLICE & FIRE PENSION ADVISORY MEETING

Members Present:

Members Absent:

City Staff Present:

THURSDAY, FEBRUARY 1, 2001

Aaron Drake, Mark Meyerson, Jm george, Ross Hecht, Mark Westphaen,
and Joe Yindrick.

None

Paul Lutomski, and Georgia Glass (joins meeting aready in sesson)

Aaron Drake cdls the meeting to order at 3:07 p.m.

Aaron Drake:

Paul, will you give us asummary of recent activities?

Paul Lutomski: Item A, found on pages 1 through 6, isa synopsis of the minutes of the August and
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November mestings. | give them to you, so you can read them and vote to
gpprove or amend them in May.

Item B, found on pages 7 and 8, isa copy of aletter that we sent out to dl Plan
B and C members on October 4", 2000. The letter informed them of their
opportunity to change to Plan A and of the implementation of the DROP when
the IRS gpprovesit. The letter included an individudized switch cost estimate
and comparisons of their benefits under their current plan and aso if they switch
to Plan A.

Item C on pages 9to 11 is aletter that was sent to all members on November
9™ comparing the benefitsin their current plan with and without utilizing the
DROP plan.

Item D on pages 12 to 13, just wanted to let you know that the Vanguard
Group of mutud funds offered anew class of funds with lower expense ratios
cdled AAdmird shares.@ Thereisaligt in your packet showing what the old
expense ratio was and the new expenseratio is. We switched over dl the
goplicable fundsindicated on that list, and expect to have annua savings of a
least $5,748.00.

Item E on pages 14 —15 is a copy of amemo sent to the Budget Department on



Jm George:

November 22" of 2000. The memo requested the City contribution be
increased from the current level of $944,000 to an amount cal culated by
multiplying the minimum actuarid rate times the vauation payrall.. Just received
the actuary report at 2:30 this afternoon stating vauetion payroll is
$29,400,000.00. Having aminimum rate of 9.2% of payrall trandaesinto a
requested City contribution of $2.7 million. So, asyou can see, we=re asking
for another 1.8 million dollars.

Item F, on December 5, 2000 Fire Apparatus Operator Dan Harlan awarded a
duty disability penson. I’'m sorry to report the Disability Review Committee
initidly denied Mr. Harlan' s duty disability application. After speaking to Mr.
Harlan and his atorney the committee changed their recommendation and
granted the duty disability.

The union is concerned about ether the process or the people that make this
decison.

Paul Lutomski: The process was developed probably seven years ago. The people that make the

Jm George:

decison aethe C actudly they make arecommendation, but those folks are
the Finance Director, the Hedlth Department Director, and the Mental Hedlth
Adminigrator.

| know that Dan had to spend his own money to get his attorney to come to the
pension C or the disability review committee meeting. | don=t see any reason
to put him through this kind of thing. | think maybe something needs to be
changed.

Paul Lutomski: Well, we discussed this with the Mayor and he said he didn=t want to change the
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compogtion of the committee, or how the committee operated, but if you would
like to bring this up in your Mayor=s Task Force mesting, that might be a good
place to get some input from other members.

ltem G on our Agendaiisjust a note that December 6" 2000, attorney Jane
Burke cdled, gtating that Police Union wanted to change two things regarding
the switch and the DROP. The first was the way a member pays back the
pension if the eect to switch to Plan A. She said the Police Union wanted a
periodic payment plan during active employment or a reduced monthly pension
after retirement. | discussed these issues with John Cripe and Georgia Glass
and Don Taute previoudy, therefore on the telephone at that time | told her
ANo,” because these methods would be more costly and complex to
adminigter, and because the City Council approved the switch with the
understanding the cost would be repaid in alump sum at the time of changeto



Pan A, and because Lincoln Municipal Code prohibits the City from being a
creditor. In other words, the City can’t loan people money. | added that the
City dready compromised on thisissue by not charging interest on the
contributions, and that any payment plan, if that should get changed in the future,
should rightfully include interest to be fair to those members who pad their lump
sum upfront.

The second thing she wanted changed regarded the one year DROP entry
window for Plan B and C members. She wants B and C membersto be able
to enter the DROP at any future date, like Plan A members so that they can
maximize their benefit percent. | told her ANo@on thisissue also, because this
committee, the City Council and Mayor Wesdly had dready discussed that. It
was a costing issue that was taken to the City Council. It=slessexpensveto
have a one year window rather than dlow the B and C members to maximize
their pension percentage. The only way that this change could be affected
would be to get anew actuariad cost for it, to persuade the Mayor and the City
Council to vote Ayes@ and then to reapply with the IRS for anew
determination | etter.

Paul Lutomski: Item H is the notice to you about the Police and Fire Pension DROP vendor sdection
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committee. The members were Georgia Glass, mark Bowen, Don Herz, Police
Sergeant Mark Meyerson, and Fire Captain Jm George. The members voted
unanimoudy to sdlect Smith Hayes. The education plan isfor Smith Hayes to
produce a video tape for Plan A members and a video tape for Plan B
members. Both tapeswill explain DROP and investing basics, and the Plan B
tape will aso discuss switching to Plan A and the opportunity for aPlan B
member to deposit their penson plan account vaue into their DROP account.
The videos will then be distributed to each Fire station and each Police Station.
The video will aso be on the City Internet Ste asaVideo on Demand. Live
Presentations will be scheduled in the City Council Chambers. Two
presentations for the Plan A members and two for the Plan B, C members,
Tentative dates for the presentations will be in early March.

In a couple weeks, | hope to get together with Smith Hayes again and ask will
ask Jm Georgeto St in on that discussion to just talk to them about education
and ways to compare switching and dropping versus not switching and not
dropping.

Item |, pages 16 through 20, is the copy of the annud |etter that we sent out
early in January, pension statements for each individual person, and then the
norma age and service penson benefit etimate. There=satablein the middle
of page 16 showing the active member count, how that has changed from >96



through 2000. 1n 1998 we had 590 active members. 1n 1999 that went down
to 545. In 2000, we ended the year with 565 members. Retired Pension
member count has been seadily increasing. Currently it=s at 300 members.
Regular pension benefits dso have been steadily increasing by about $300,000
ayear and we=re currently at $4 million yearly. On the next page, | liketo
draw your attention to a chart of monthly returns. Y ou can see that from month
to month the returns vary. Some being large positives, samdl postives and large
negeative amounts every month. We put this chart in to help members
understand that their market values are fluctuating every month. We earned
11.13% this year for pretty much exactly the opposite reasons that we lost
money lagt year, and that has to do with the Treasury yield curve. Interest rates
as awhole decreased over the year 2000, and when interet rates decrease, the
vaue of our bonds increase. Ending the year 2000, bonds returned 17 2%.
Equities returned a negative 10%. However, only 23 2% of our assets were
invested in equities, so the average portfolio return then was 11.13%.

Paul Lutomski: Item Jisthat on January 18™ Police Officer Alvin Banks applied for aduty disability

Aaron Drake:

pension. So we=Il see how the Committee treats this one.

Item K regards my ideathat | was so happy about at the Mayor=s Task Force
Mesting, which looks like it might go nowhere, though. The Lincoln Municipa
Code gives the Police and Fire Penson the authority to tax specific for the
Pension separate from other taxes. | spoke to the Budget Office and City
Attorney. They both said that the Pension falls under the lid, because the State
of Nebraska legidation overrides anything in the Lincoln Municipd Code. If the
Pension collected taxes separately, the total of the Pension=s tax and the City=s
generd tax would have to be combined and that totd fal under thelid. | then
asked Georgiaif we could ask the Mayor to use the City lobbyist to try to get
the State legidature to exempt the Penson tax from thelid. Shesad AYes@
However, our Law Department says the chances the legidature exempting the
pension tax from the lid are dim to none, because penson is consdered a part
of tota compensation, and the idea behind the lid is to restrict spending growth
which includes total compensation. If they exempted the Pension, there is=t
any reason that they shouldn=t exempt the civilian pension and the hedth
insurance costs too.

But firgt class cities are forced to contribute a matching amount of employee
contributions to the pensions for their Police Officers and Firefighters. Are they
exempted from the lids, since the State forces them to contribute this amount?

Paul Lutomski: | dor=t know. That=s a good question to look into, and | will do thet. If they are
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exempted, that might help our case alittle hit.



Aaron Drake:

| don=t know if you can share thisinformation with us, but we would be
interested in knowing the dollars contributed to the City=s civilian penson and
the dollars contributed to Socid Security and the number of membersin the

City penson.

Paul Lutomski: | will ask and then get back to you with an answer on that. Item L is page 21 through
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24. Thisisapreview of the summary annua report provided by the actuaries,
and there=s a so two pages from the full report, which | passed out just before
the meeting got started. The important bits of information are that the actuary
report stated Apre-funded future norma costs,@in other words the
over-funding, Adecreased from $9.2 million to $5.7 million.@ This occurred
even though the assets earned 9.42%, which is more than the 7.5% assumption
rate. What caused it to occur was because the Police Union average wage
increase was 10.23% and the actuarid assumption wage increase assumption is
5%. Theincreased wages cost more than the gain by begting the interest rate
assumption.  The other piece of information is that the minimum recommended
rate, which is based on amortizing the pre-funding over aten year period,
increased from 7.29% last year t0 9.2% thisyear. Y ou will remember the
9.2% times $29 million vauation payroll gets us to our recommended City
contribution of $2.7 million.

The next few things are just for your information. But | wanted to mention these
three Item M on page 25 isan articlesin Pensions and | nvestments magezine
that said if you=re assuming a7 2% interest rate such as we are, that would go
well with a 30% equity, 70% debt alocation, so we=re right on target with what
the industry is expecting. We aso are going to ask you later to gpprove a 50%
equity alocation and this article mentions that a 50% equity, 50% debt
dlocation could judtify an interest rate assumption of 9%. However, they dso
caution that you should not use that assumption rate until you get to the 50 B 50
equity B debt dlocation.

Item N on page 26. John Cripe wanted me to put thisin to show that New
York City penson funds returned 9.48% in fisca year 2000. We returned
9.42%. | dor=t know what New Y ork’sfisca year ends. We returned
11.13% for the cdendar year, but nonetheless it doesn=t compare too bad to
New Y ork=sreturn.

Item O on page 27 through 29, a copy of a Money Magazine article wherein
American Funds is shown to compare favorably to industry averages regarding
expenses and returns.
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Item P on pages 30 through 32 are the security transactions from October 31%
through December 31% of 2000. There is=t anything red interesting in those.
It=sjud the sandard items of sdlling treasury strips and purchasing equities
every month. Pages 33 and 34 show assets grouped by classes, as of
December 31% of 2000. The pension has 76% of its money in debt, and 23
2% in equity. These pages, in fact, show every single individua investment we
have listed separately, so you can see where the money is. The penson has
only $2 million in bonds and notes that pay coupon rates. A Tennessee Valley
Authority Bond. We have $54 millionin CMO=s. All of those pay coupons
every month that we need to make our monthly benefit payments. We have
$41 million in zero coupon bonds. Both treasury strips and agency zeros, and
then the individual stock funds that we own are down below that. We bresk
them gpart into style categories. Domestic large cap blend. Domestic large cap
growth. Domestic large cap vaue. Mid cap, smdl cap, internationd, growth,
vaue, etc. Pages 35 through 39 are numbers and graphs with more return data.
Page 35 isthe big picture that we aready mentioned for calendar year 2000.
Equities down 10%, debt up 17 2%. Totd is 11.13% and then it shows two,
three and five year annuaized returns. Page 36 isarisk adjusted return for our
equities. We=re using the apha and beta caculated off of the S& P 500 index
over thelast 5 years. Essentidly what it shows isthat we are, for the risk that
we=re taking, we=re getting a better return than expected. In other words, our
managers are doing agood job minimizing the risk and maximizing the returns.
Page 37 shows the debt portfolio asset classreturns. Agency and treasury
coupon bonds returned 16.9%. Class, the next class over, treasury and agency
zeros, 22 2%. Treasury and agency CMO=sreturned 14.63%, and there is
also 2-, 3- and 5-year returns for those same asset classes. Page 38 hasthe
numbers you=ve aready seen before, but puts them in an ordind ranking from
greatest to least, and dso adds the vauation percentage. For example, the
zeros from governments returned 22.54% and contained 24% of total assets..
The Vanguard Group C | want to mention Vanguard and American Funds
performance specificaly. Vanguard, which is our indexed manager, apassve
manager, they lost 11.3% last year and they=re about 12 2% of our total asset
evauation. American Funds, the active manager, lost 8 2%. Pretty much did
3% better, but they=re about 11% of assets. What that says is we have more
money in passive and the passve did not perform as well asthe active, so keep
that in mind, because 1I=m going to ask that we don=t put any more money in
passive later. And on page 39, it shows amore detailed breakdown of the
equity. It shows every equity we have. Calendar year returns as well as 2- to
3- to 5-year returns. Page 40 isthe balance sheet. We have $131 million
market value assets dtogether. At the bottom there, you can see we=rein
violation of theinvesment policy, but that=s okay, because the committee
dlowed usto do that during this time period when we=re accumulating equity



Mark Westphden:

assets up to 30% of value. Page 41 shows sources and uses for the calendar
year. We have employee contributions at $1.4 million and the City put in
$960,000. We have the interest coming in at $3.6 million, which we=Il need to
talk about later. We realized gains when we sold treasury strips and reinvested
them into both CMO=s and equities. $7 million. Unredlized gains of $2 million.
That means we havert sold those issues yet. As| said before, retirement
benefits are recorded as uses of funds. We paid out $4 million if you add dl
the monthly numbers up. The lump sum trustee transfers and direct payouts for
employees cameto alittle bit over amillion dollars. Then there is a bregkdown
of dl of the smaller expenses, like printing, advertisng, and rent on my office.

Which brings me to the new business section. The investment policy
recommended changes. The whole policy islisted on pages 42 through 47.
The policy right now says we can a most 30% of our assets into equities. 1=d
like to make the changes as shown on page 44 with the strikeouts and
underlined. The changes would get it so debt securities must be at least 50% of
assdts, rather than 70%, meaning equities could be the other 50%. | would like
the restriction of 90% of those debt securities being guaranteed by the treasury
to be reduced to 50%, because we can get alittle bit of ayield pickup on
Ginnie Mae backed securities over treasuries, and Item 3 wouldr=t change.
That means that the other 50% of debt assets not backed by the treasury for
principa and interests payments are specified here as federal home-loan
mortgage corporation, federd home-loan bank, fannie mee, sdly mee and
corporate securities. Corporate securities safety-issueis addressed on page
42, were it saysthat corporates have to berated A1. | don't see the pension
owing corporatesin the near future.

Would you consider corporate securitiesif they are insured?

Paul Lutomski: That depends what the insurance covers.

Mark Westphden:

It=Il cover timely principa and interest payments and | know Edward Jones just
issued, or underwrote an issue for $40 million.

Paul Lutomski: We should get together, Mark, and talk about that some more. |=d like some more
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information on that. It soundsinteresting. | probably would want to hirea
manager, though, if weinvest in corporates, because of the due diligence
requirements. That would take up alot of my time and | think a manager would
be better suited for that than | would. Okay, Item 4 on the changesisthet |
want to just get rid of the restriction on mortgage backed securities. Right now
it saysthey cart exceed 30% of debt securities. Aswe=ll tak later, if we get
to this 50% equity exposure, we=re going to need alot of our debt working for



Jm George:

Mark Meyerson:

Aaron Drake:

usin order to pay our monthly benefits and mortgage backed securities will
offer usayield pickup over treasury bonds and notes, and they will dso pay us
interest every month on the 15" or 20" that we turn around and pay out in just
acouple days after that. Treasuries will pay 1 to 2% less than mortgage backs
and they only pay every quarter, so we would have to keep that money ina
bank repo poal, rather than just turn around and pay it out. We earn less
money in arepo pool than we would on the basdline investment. Are there any
questions? Or do you want to argue with me about changing the investment

policy?

| make a motion to gpprove the changes to the investment policy asindicated
on page 44.

Second.

All infavor? (All ayes)

Paul Lutomski: Okay that was easy. New Business Item B isthat | would like to change the equity
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investment plan for actively managed securities and then also increase the
monthly amount invested from $909,000 to $1.2 million. Crigindly the target
mix was 65% passve and 35% active. We changed toward more actively
managed equitiesin February 2000, which was our 6 month balancing point.
We changed that target to 50% passive and 50% active, because we expected
the equity market to become more sdective. Things were getting thin. When
the S& P or Dow was showing a 10% increase, it wasn=t that the entire market
went up 10%. It was because the top few stocks went up 20 or 30% and the
rest just sat there or went down, possibly up alittle bit. So, we wanted to get
more of the active then. Active managers have more flexibility to select socks
with higher potentid returns when the market getsthin likethat. And, in fact,
during caendar year 2000, it showed, as | said, that actively managed
American Funds lost 3% less money than passively managed Vanguard Funds.
Thistrend is expected to continue, as Mark Westphalen said in the Mayor=s
Task Force meeting. So I=d like to have a new target be 40% passive and
60% active. Now regarding the increase in the monthly investment from
$909,000 to $1.2 million, thisis not accelerating the current amount. [t=sjust
readjusting the amount to attain the origina 30% target on August 31% of 2001.
The amount needs to be readjusted because equities lost money in 2000 and
our bonds did better than we expected. So, per the current plan, we want to
sl zero coupon bonds to fund our equity purchases. To get to the 30% using
current market values, we need to invest $82 million. We=ve got seven
months, so that means $1.2 million dollars amonth. | made a new spreadshest
to show how | recommend the funds be invested, and that spreadsheet ison



page 48. Essentidly, we=re using the same funds as before, just bumping up
the amount proportionately to $1.2 million. 'Y ou can see now, if things hold,
we=ll be 61% domestic, 39% internationd ; 42% indexed, 58% active; vaue a
53%, growth 47%. Then pretty much haf of the money isin large cgp and the
rest is split equaly between mid cap and stocks. If there are any questions on
this, we can discussthis, or the committee can vote to gpproveit.

Aaron Drake: | will make a motion to approve the new equity investment plan.
Jm George: Second.

Aaron Drake: All in favor?

Everyone says AAye@

Paul Lutomski: Okay. Findly, Item C on New Business. It=show do we get to this 50% equity

Mark Westphden:

dlocation. | have some issues that need to be addressed. Basicaly the issues
are that we want to make sure we have enough money to pay our monthly
pension benefits while we are accumulating equities and we want to have afina
equity percentage that will dlow usto continue to pay those monthly pension
benefits without having to sdll the principd of the equity or the debt investments.

If the City putsin exactly the same amount of money asit does now, five years
after attaining the 50% equity alocation, we will need to sdll principd of either
debt or equity to make our monthly penson payments. If the City putsin more
money, depending on how much more, we shouldn=t have a problem in that
regard. Please take amoment to read rough page and a hdf plan that I=ve put
together. (Everyone reads the plan.)

So to summarize | recommend to continue to invest the $1.2 million each month
into equities while seeking a higher City contribution to the Penson plan. | want
to sal zero coupon bonds to fund the equity investment, and then monitor cash
flow needs, sell more bonds to buy monthly interest paying CM O=s that have
Ginny Mae collatera as needed.

I=m concerned about sdlling the zero coupon bonds in a down interest rate
environment. Asyou said, when interest rates go down, the vaue of bonds
goesup. Thelonger zeros will gppreciate more in vaue than the shorter
meaturity zeros.

Paul Lutomski: Yes, I=m aware of that, and actualy my more detailed plan isto sart by sdlling an
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agency zero that has acdl datein March of 2001. The cdll strike price is about
212. | gotacollar onit a 19 1/4 last week, so I=m thinking that should be the



Aaron Drake:

firs oneto sdl. Going back to page 33 you can see that the other agency zeros
begin their call ability in April and May respectively, and then we dso have $2
million of aTVA to pay the quarterly coupons, sdling dl that, which should
provide us a least with the Sx months, $8 2 million thet we need. After thet,
we=ll have no choice but to sell the treasury gtrips, since thai=s dl that remains
of the debt assets other than the CMO=s we need for monthly payments. | will
sl the shortest maturity treasury strip in order to fund the equity purchases. In
bold, at the last part of my recommendation, | want to make it very clear that
there is more market price risk with CMOs than with Treasury bonds even
though both have the treasury full faith guarantee for timely principle and interest
payments. CMO=swith Ginny Mae collaterd generdly provide one to two
percent higher coupon interest than a comparable duration treasury bond. As
long as spreads to treasuries remain stable, the CMO market value will be as
stable as the treasury bond market value. We need to invest in these issues
because we are seeking higher coupon rates because the City doesn=t want C
or i+t able to increase their contribution to the Penson. However, | want to
make sure everyone knows that if the spreads to treasuries widen, asinterest
rates move then CMO=s won=t perform as well as the comparable duration
treasury, but it ssems arisk that we need to take based upon the return figures
that we need to have. If the City increases their contribution to full minimum
recommended leveds, then maybe we can ease up on this and buy treasury
bondsingtead. I=m done. Does anybody else have any new business?

Yes, | have anew busnessitem.

(Georgia Glass enters the meeting at this point)

Aaron Drake:
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Last year mysdf and Jm George atended the NCPERS conference in Hawaii.
The cost to attend the conference was paid by the Fire Union. It was avery
educationd and informative conference, and we took the knowledge gained
there and brought it back to this committee. It helped usto develop a better
DROP plan, | believe, than we would have been able to develop had we not
gone to the conference. The Mayor has a Penson Task Force wherein heis
talking about alowing us to give recommendations to change the government
structure, perhaps into atrustee, a board of trustees, rather than an advisory
committee. | would like to make a motion that the pension plan pay for the cost
of sending the advisory committee members to the NCPERS conference
occurring in Las Vegas this year, April 8" through 12", Last year, we asked, at
very short notice, and were told that the City would not pay. | believe our time
off was paid by the Department, but the Fire Union paid the cost to attend the
conference.



Paul Lutomski: Wdl, maybe we can find out what this would cogt, and then Georgia could get back to

Georgia Glass:

Aaron Drake:

me with an answer for you.

Aaron, how many people were you thinking of going? If it wasdl the
committee members that might be too much. Perhaps one committee member
could go.

It would be beneficid if dl memberswent. That way they could get first hand
knowledge of the information at the committee.

Paul Lutomski: Wdll, let=s get some prices together and then Georgia can get back to me, and then 1=l

communicate that to you, Aaron.

(Georgia Glass |eaves the room.)

Aaron Drake:

Jm George:

Mark Westphden:

Aaron Drake:

Any other new business?

Yes. 1=d like to make a motion regarding amending the DROP ordinance. The
reason isthat Fire and possibly Police members are expecting talks to begin
regarding pension enhancements. This means there is the possibility that
pension enhancement talks and implementing the DROP plan could be taking
place concurrently. | know that members are hesitant to enter the DROP,
because once in the DROP they will not be able to receive any future pension
enhancements.

| understand that normaly when a person enters the DROP, if pension
enhancements occur the person doesn't get to exit the DROP plan to take
advantage of those enhancements. Buit thisis an unusua Stuation when we=re
talking about both of these issues at the same time.

| make amotion that Georgia speak to the City Council and recommend that
the Council amend the DROP ordinance so that for one year after any penson
enhancements are implemented a member in the DROP plan may opt out of the
DROP forfeiting their DROP assets to the Pension and reverting to the
enhanced pension plan.

| second that mation.

All in favor?

(Everyone says AAye@)
MEETING ADJOURNED AT 5:05P.M.
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